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The Current State of Play

The major U.S. equity market indexes peaked in March 2000, and subsequently declined from
67.5% (Nasdaq) to 27.8% (S&P 500). However, the relatively narrow and more cyclical Dow Jones
Industrial Average (DJIA) peaked in mid-January and subsequently declined 19.9%. To date, the low for
most indexes was recorded in late March (DJIA) or early April (S&P 500 and Nasdaq), since which point
they have recovered from 11.0% (S&P 500) to 31.8% (Nasdaq) (see Table A). Since World War 11, there
have been nine bear markets in the S&P 500, with an average decline of 30.5%, lasting an average of 16
months. If we have already seen the low point of this most recent decline, it therefore ranks as a relatively

modest affair by bear market standards, with a drop of 27.8% over 12 months.

Despite the severity of the peak-to-trough declines in the Nasdaq and S&P 500, it is hard to make
the case that most equity investors have been put through the wringer of a serious bear market. As Tables
B and C indicate, 27% of S&P 500 constituent stocks and 57% of Nasdaq constituents have declined at
least 30% from their peak prices in the past 52 weeks. However, 69% of S&P 500 stocks and 80% of
Nasdaq stocks have increased in price at least 30% during the same period—data inconsistent with a
generalized bear market during which relatively few issues would achieve such gains, while far more

would have suffered losses in excess of 30%.

When one looks at reasonably diversified portfolios, returns for the fiscal year ended June 30
probably fall somewhere between -9.5% and -7.4% (see Table D). (These are ballpark estimates, since
they incorporate educated guesses as to the returns of venture capital, non-venture private equity, real
estate, and marketable alternatives). Although these numbers may be painful in contrast to the spectacular
returns of recent years, they are hardly disastrous—if this is the worst of the post-boom bust, we should all

breathe a sigh of relief.

Among stock market indicators, the I/B/E/S summary of analysts' consensus earnings estimates
shown in Table E indicates a current expectation of -7% growth in S&P 500 earnings in 2001 (down from
January's estimate of +6.1%); second quarter earnings, however, have declined almost 18% compared to
the same period last year. Analysts still expect earnings to snap back strongly in 2002; although the
absolute level of next year's S&P 500 estimated earnings has dropped from February's forecast of $68.19
to the current forecast of $62.52, the percentage increase relative to 2001 estimated earnings has gone up,

from 16.98% to 19.38%, as a result of more rapid reductions in expectations for this year.

Almost 36% of the S&P 500 (weighted by capitalization) still has a P/E ratio of 30 or more—
down from 60% at the end of 1999, but still very high by historical standards. Only 24% of the S&P 500
has a P/E of 16 or less, although the long-term average P/E of the entire S&P 500 is about 16 (see Table F).
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Indeed, whether measured on a trailing basis or on the basis of 12-month forward estimated earnings, the
P/E of the S&P 500 remains significantly higher than the long-term average, implying that plenty of risk
persists in the market if analysts estimates of next year's earnings prove too optimistic (which they usually
do). (See Table G).

Despite the market's decline, insider selling has accelerated to a very heavy rate (especially in
Nasdag-listed stocks), which should give pause to those analysts confidently predicting a powerful rebound
in earnings. Meanwhile, investor sentiment is neutral—about evenly divided between bulls and bears—
and mutual fund cash remains at relatively low levels by historical standards, both of which suggest that

investors have by no means given up on equities.

Meanwhile, the capital markets appear to be discounting a normal cyclical slowdown that will
respond to Fed stimulus. Since the Fed started cutting rates in early January, bank stocks have outperformed,
bond issuance has risen dramatically, credit spreads have narrowed, and the yield curve slope has steepened.
In the past year, West Texas crude oil has dropped from $32.50 per barrel to $26.24 per barrel, while home
prices have risen sharply, and tax repayments amounting to 1% of GDP on an annualized basis are about
to arrive in consumers mailboxes. Although business capital expenditure remains at a dead stop, consumers
appear ready, willing, and able to keep spending, despite being heavily indebted.! The bond market seems
especially convinced that economic revival is imminent, while the stock market evinces much less certainty,
with investor sentiment wishy-washy, technical trends relatively weak, and insider selling ominously brisk,
as noted above.

The Longer Term Outlook

It's anyone's guess whether we've seen the lows of this bear market, or whether worse is yet to
come. Longer term, however, the U.S. stock market is unlikely to deliver returns anywhere close to those
most investors still profess to expect. Future returns are, roughly speaking, implicit in current prices, just
as bond returns are implicit in current bond yields; and U.S. equities are priced to deliver below average
returns. With the P/E of the S&P 500 on the basis of 12-month forward earnings at about 22, the Achilles'
heel of the equation is the denominator. Analysts' earnings forecasts should be treated with profound

skepticism, especially since the S&P 500 has been reconstituted as an index dominated by growth stocks,

! As Table H indicates, the current level and recent growth of debt in the economy is less alarming when expressed
in real rather than in nominal dollar terms.
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earnings estimates for which have proved so positively biased as to be worthless.> Among the growth
stocks comprising the Nasdaq 100, 38 have negative earnings over the past 12 months, while 62 have
positive trailing 12-month earnings. The P/E for those 62 is now 64, suggesting that tech-stock investors—
battered though they may be—have by no means accepted the market's message that technology is a
cyclical growth sector in which fat profit margins are inevitably slashed as each new innovation becomes

a commodity.

None of this mattered when the equity markets were riding a wave of positive momentum. Now
this momentum has crested, however, and cheerleader analysts have been largely discredited, investors will
increasingly tend to focus on bottom-line profitability and to reprice equities on the basis of hard-nosed
assumptions about sustainable real earnings growth in a highly competitive marketplace. Unfortunately,
analysts' current expectations for future earnings growth appear to be extrapolated from recent history,
despite repeated evidence of the unreliability of this approach. In the past decade (1991-2000), the annual
real earnings growth of the S&P 500 was 6.5%—the fourth best decade of the entire twentieth century, and
the best ten years since 1947-56. It is simply improbable that such growth will persist for a second decade,
especially with the economy starting from a position of substantial over-capacity and excessive indebtedness,
but equity market valuations seem to incorporate such an assumption, rather than anything close to the
longer-term average annual real growth rate of 2.1%. As Peter Bernstein has recently written, "what are we
to make of current 3-5 year consensus earnings forecasts for the S&P 500 clustering in the double-digit
zone of 15% and even more? ... Real earnings growth over spans from five years upward averages just
2% a year at the most . . . To go from two percent or so real growth at best to double digit nominal growth
implies a rate of inflation so powerful it would drive earnings multiples way down into single digits. Who
needs that?"

Although we suspect, on balance, that the Fed's aggressive rate cutting will eventually succeed in
rousing the market from its current funk, we therefore remain troubled by the risks implicit in persistently
high market valuations, and by the optimistic earnings expectations that must be realized for equities to

generate even average returns over the next decade.

2 See "The Level and Persistence of Growth Rates" by Louis K.C. Chan, Jason Karceski, and Josef Lakonishok,
NBER Working Paper 8282, May 2001, which demolishes the delusion that analysts can predict future growth
rates with any degree of accuracy.

3 "The Future As We Don't Know It," Economics and Portfolio Strategy, June 15, 2001.
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Table H
BORROWING OF NONFINANCIAL U.S. SECTORS
1966-2001

Nominal Dollars
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Sources: Bureau of Labor Statistics and Federal Reserve.

Notes: Graph represents annual data. 2001 data are through March. Real data are expressed in 1966 dollars.
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